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Industry Developments—1994
Industry and Economic Developments
The phenomenal growth experienced by investment companies during 
1993, principally attributable to mutual funds (open-end investment 
companies registered with the Securities and Exchange Commission 
[SEC]), came to a halt in 1994. The value of mutual fund assets stood at 
$2.1 trillion at midyear 1994, unchanged from December 1993. With the 
stabilization of capital flowing into mutual funds, portfolio managers 
may have adopted more aggressive investment strategies to try to 
improve shareholders' returns and thereby attract new investors as 
well as retain current investors. Such strategies frequently involve 
investing in complex financial instruments, including derivatives. 
Derivatives are financial instruments that derive their value from the 
performance of one or more underlying assets, interest rates, currency 
exchange rates, or other indices. Although derivatives can provide an 
enterprise with substantial benefits, some funds have recently 
incurred significant unexpected losses resulting from complex financial 
instruments, including interest-rate derivatives. (For a discussion of 
derivatives, see the "Regulatory and Legislative Developments," 
"Audit Issues and Developments," and "Accounting Issues and 
Developments" sections of this Audit Risk Alert, as well as Audit Risk 
Alert-1994.)
Declines in mutual funds' net asset values, caused in part by losses 
on interest-rate derivatives, may have impaired investor confidence. 
Although mutual fund advisory companies, which organize and run 
mutual funds for fees, have reimbursed funds for some losses on 
derivatives to money-market funds, either by purchasing the deriva­
tives at prices in excess of their fair value or by contributing cash to the 
funds, there is no guarantee that such bailouts will continue.
The visibility and attendant scrutiny of mutual funds continue to 
rise as they become an increasingly significant investment vehicle for 
many Americans. At year end 1993, mutual funds were second only to 
commercial banks as financial intermediaries. As a result, the funds 
industry is extensively covered by the media and is being subjected to 
increasing scrutiny by Congress and the SEC.
As they assess audit risk, auditors of financial statements of invest­
ment companies should consider the auditing ramifications of
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developments significant to the industry. Four such developments, in 
particular, are noteworthy: (1) the use of derivative financial 
instruments, (2) the complexity of fund capital structures, (3) fund 
mergers and acquisitions, and (4) the continuing globalization of fund 
product offerings.
Derivative Financial Instruments
During the past year, a number of investment companies holding 
complex financial instruments, including derivative investments, in 
their portfolios experienced significant declines in value as a result of 
the sensitivity of those instruments to the changes in interest rates. 
In some instances, depending on the circumstances, advisers have 
purchased troubled derivative investments from funds or injected cash 
into funds to offset losses from such investments. (See the "Regulatory 
and Legislative Developments," "Audit Issues and Developments," and 
"Accounting Issues and Developments" sections of this Audit Risk Alert.)
Complex Capital Structures
Many investment companies are adopting complex capital structures 
to increase flexibility in pricing and access to alternative distribution 
channels for their shares. Those structures are of two types: multiple- 
class funds and master/feeder funds.
Multiple-class funds issue more than one class of shares. Each class 
of shares has a different type of sales charge, such as front-end, 
contingent-deferred, 12b-1 fees, or combinations thereof. Multiple- 
class funds may charge different classes of shares for expenses, such as 
transfer agent fees, registration fees, and printing expenses related 
specifically to each class.
In master/feeder structures, the investment management and distri­
bution functions are performed by separate investment companies. 
Feeder investment companies, each having similar investment objectives 
but different distribution channels for their shares, invest their assets 
solely in another investment company, known as the master fund. All 
investment management functions are conducted by the master fund, 
whereas distribution, shareholder servicing, and transfer agent functions 
are conducted by the feeders. (See the "Regulatory and Legislative 
Developments" and "Audit Issues and Developments" sections of this 
Audit Risk Alert.)
Fund Mergers and Acquisitions
Similar funds usually are combined when investment advisers are 
acquired by or merge with other investment advisers. Auditors involved
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in fund combinations should refer to paragraphs 8.27 through 8.31 in 
the AICPA Audit and Accounting Guide Audits of Investment Companies 
(the Guide). Such combinations raise the issue of how to compute the 
historical performance of the continuing entity. (See the "Regulatory 
and Legislative Developments" section of this Audit Risk Alert.)
Continuing Globalization of Fund Products
Domestic funds have increasingly invested in foreign securities, 
especially debt securities. Total assets of funds investing in foreign 
securities (global and international funds) increased from $77.7 billion 
at December 31 , 1992, to $152.5 billion at December 31 , 1993, as inves­
tors continued to look beyond the borders of the United States for 
investment opportunities. Foreign investments raise currency, taxation, 
and custodial issues. (See the "Audit Issues and Developments" 
section of this Audit Risk Alert.)
Regulatory and Legislative Developments
Regulation of Investment Companies
Regulation of investment companies is discussed in chapter 1 of the 
Guide. The following discussion is intended to help auditors stay abreast 
of developments that affect the regulation of investment companies.
Statement on Auditing Standards (SAS) No. 22, Planning and Super­
vision (AICPA, Professional Standards, vol. 1, AU sec. 311), requires that, 
in planning their audits, auditors consider matters affecting the industry 
in which an entity operates, including, among other things, govern­
ment regulations. Auditors consider such regulations in light of their 
potential impact on the financial statements being audited. SAS No. 54, 
Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317), 
distinguishes between two types of laws and regulations:
1. Those that have a direct and material effect on the determination 
of financial statement amounts
2. Those that relate more to an entity's operating aspects than to its 
financial and accounting aspects and therefore have only an 
indirect effect on the financial statements
Although auditors should design their audits to provide reasonable 
assurance of detecting material misstatements of the financial state­
ments resulting from illegal acts that directly and materially affect 
financial statement amounts, an audit performed in accordance with 
generally accepted accounting standards (GAAS) does not include 
procedures specifically designed to detect illegal acts that would
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have only indirectly affected financial statements. Nonetheless, audi­
tors should be aware of the possibility that such illegal acts may 
have occurred.
Access to Working Papers
Examiners from the SEC Division of Investment Management, as 
well as others, may from time to time request auditors of investment 
companies to provide access to working papers. Auditors who have 
been requested to provide such access should refer to Interpretation 
No. 1 of SAS No. 41, Working Papers, titled "Providing Access to or 
Photocopies of Working Papers to a Regulator" (AICPA, Professional 
Standards, vol. 1, AU sec. 9339). The Interpretation provides auditors 
with guidance on—
1. Advising management that the regulator has requested access to 
(and possibly photocopies of) the working papers and that the 
auditor intends to comply with the request.
2. Making appropriate arrangements with the regulator for the review.
3. Maintaining control over the original working papers.
4. Considering submitting to the regulator a letter clarifying that an 
audit in accordance with GAAS is not intended to, and does not, 
satisfy a regulator's oversight responsibilities. An example of such 
a letter is illustrated in paragraph 6 of the Interpretation.
In addition, the Interpretation addresses situations in which an 
auditor has been requested to provide access to working papers before 
the audit has been completed and the report released. Also, the 
Interpretation notes that when a regulator engages an independent 
party, such as another independent public accountant, to perform the 
working paper review on behalf of the regulatory agency, there are 
some precautions auditors should observe.
The complete text of this Interpretation was published in the July 
1994 issue of the Journal of Accountancy ("Official Releases").
SEC Releases
SEC Release No. IC-19959. In this December 1993 release, the SEC 
proposed amendments to rule 2a-7 under the Investment Company 
Act of 1940 (the 1940 Act). The amendments proposed would impose 
certain quality and diversification requirements on tax-exempt money- 
market funds. Such proposed changes are similar to, but vary in certain 
respects from, the quality and diversification standards the SEC issued 
in 1991 for taxable money-market funds. The proposed rules would
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also make certain other changes to the existing rules applicable to all 
money-market funds. Some of the significant aspects of the proposed 
rule changes are as follows:
• The amendments would limit investments for national tax-exempt 
money-market funds to 5 percent of a single issuer, which is simi­
lar to the diversification requirement for taxable money-market 
funds. Single-state tax-exempt money-market funds would be 
excluded from the 5 percent limit; however, portfolio investments 
for such funds would be limited to first-tier securities as defined 
in rule 2a-7.
• The proposal includes amendments applicable to all money- 
market funds regarding puts and demand features attached to 
portfolio investments. Under the proposal, a fund would be limited 
to investing not more than 10 percent of its assets in securities 
subject to conditional and unconditional puts from a single issuer. 
The proposed rules would also eliminate the existing 25 percent 
put basket for tax-exempt money-market funds.
• Currently, exemptive relief from Section 17 of the 1940 Act is 
required if an affiliated party, such as the investment adviser, 
purchases portfolio securities from a fund. The release includes 
a proposed rule under which an affiliated party can purchase a 
security from a money-market fund if the security is no longer an 
eligible security under rule 2a-7 and the purchase price is the 
greater of the amortized cost or the market price of the security
The proposed amendments also contain various requirements 
regarding record keeping and portfolio review standards (which 
would have to be addressed in reporting on internal control structures 
of investment companies, as required by the SEC), maturity determi­
nations, and certain disclosure standards. As of the date of this Audit 
Risk Alert, the amendments have not been approved in final form.
SEC Release No. IC-19955. Currently, to adopt a multiple-class structure, 
an investment company must file an exemptive order request with 
the SEC to obtain relief from various provisions of the 1940 Act. In 
December 1993, the SEC proposed a new rule under the 1940 Act, 
rule 18f-3, which, subject to certain conditions, would allow a fund to 
adopt a multiple-class structure without obtaining exemptive relief. 
The proposed new rule would also eliminate the requirement for an 
initial and ongoing expert's opinion (generally issued by funds' audi­
tors), which is currently a condition of receiving such exemptive relief. 
As a substitute for the expert's opinion, the proposed rule would 
require a specific reference to the multiple-class structure in the inde­
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pendent auditor's report on internal accounting control included in a 
fund's Form N-SAR, which is filed annually with the SEC.
The release also proposes amendments to various securities laws to 
establish disclosure requirements for multiple-class and master/feeder 
funds. Until the proposed amendments and rules in the release have 
been adopted, requests for exemption will continue to be required.
SEC Release No. IC-20472. Issued in August 1994, this release proposes 
to amend rule 6-07 of Regulation S-X. Rule 6-07 concerns the financial 
statement presentation by registered investment companies using 
certain directed brokerage arrangements (commonly referred to as soft- 
dollar arrangements). In such arrangements, a broker pays for certain 
fund expenses in return for an allocation of a certain level of commis­
sions on security trades. The SEC staff believes that funds' financial 
statements would be distorted to the extent that expenses paid on behalf 
of funds under soft-dollar arrangements are included in the cost of 
securities as brokerage commissions rather than reported as expenses. 
The proposed rules would require that expenses in the statement of 
operations be "grossed up" to reflect those paid by the broker on behalf 
of the fund. A credit for such expenses would be reported separately 
below total expenses to arrive at fund net expenses. The amendments 
would also require expenses paid this way to be reflected in the 
expense ratio presented in the financial highlights incorporated into 
the prospectus fee table and included in calculating the fund's yield 
(investment performance).
In a February 1993 letter to the industry, the SEC staff stated that, at 
a minimum, the amount paid for goods and services by third parties 
under directed brokerage arrangements should be disclosed in the fee 
table prescribed by item 2 of Form N-1A and item 3 of Forms N-3 and 
N-4, on the face of the statements of operations, and in the financial 
highlights table. In evaluating the adequacy of financial statement dis­
closures, auditors should consider whether such arrangements are 
properly accounted for and whether disclosures of such arrangements 
are adequate. The value of such expense reductions may be difficult to 
estimate, and fund boards of directors should validate such estimates 
at least annually by approving them as being in the best interests 
of shareholders.
Other SEC Concerns
The SEC's Division of Investment Management has noted, in various 
public forums, the matters in the following sections that frequently 
incur comments on materials filed with the SEC or that have been iden­
tified by the SEC's field inspection process. If auditors become aware
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during the course of audits that such transactions have not been 
reported in the financial statements as recommended, they should 
consider the effect on the amounts presented in the financial state­
ments of such deviations and whether, in accordance with SAS No. 54, 
the audit committee or others with equivalent authority and responsi­
bility are adequately informed about the matter.
Derivatives. In a letter to the general counsel of the Investment 
Company Institute, the Director of the SEC Division of Investment 
Management identified the following types of derivative instruments 
as those in which money-market funds should not invest because of 
their interest-rate sensitivity and price volatility:
1. Securities whose interest-rate reset provisions are based on a 
formula that magnifies changes in interest rates (for example, 
inverse floaters and leveraged floaters)
2. Securities whose interest-rate reset provisions are tied to long­
term interest rates, so that a change in the slope of the yield curve 
could result in the value of the instrument falling below par (for 
example, CMT floaters)
3. Securities on which interest is not paid above a certain level (for 
example, capped floaters) or that cease to pay any interest when 
a certain level is reached (for example, range floaters)
4. Securities whose interest-rate reset provisions are tied to more 
than one index, so that a change in the relationship between these 
indices may result in the value of the instrument falling below par 
(for example, dual-index floaters)
5. Securities whose interest-rate reset provisions are tied to an index 
that materially lags short-term interest rates (for example, COFI 
floaters)
Transactions With Affiliates. During the past year, there have been 
instances in which advisers have purchased securities from mutual 
funds at amounts in excess of fair values or made cash payments to 
funds to compensate for losses incurred from funds' sales of invest­
ment securities at realized losses.
The SEC staff believes that Financial Accounting Standards Board 
(FASB) Statement of Financial Accounting Standards No. 57, Related 
Party Disclosures (FASB, Current Text, vol. 1, sec. R36), requires a descrip­
tion of such transactions. The SEC staff interprets this requirement to 
include disclosure of the excess of the purchase price over the fair value 
of securities purchased from a fund as well as the amount of any contri­
butions to compensate the fund for capital losses incurred on the sale
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of securities. The SEC staff notes that if an affiliate purchases securi­
ties from a fund at an amount greater than fair value, the fund should 
recognize a realized loss on such securities in the statement of opera­
tions and separately recognize, in the statement of changes in net assets, 
a capital contribution by the affiliate. If the fund sells the securities to 
an unrelated third party and the related-party affiliate contributes cash 
to the fund to offset the loss, that contribution should be recognized as 
a capital contribution in the statement of changes in net assets.
The SEC staff believes that the accounting described above should be 
reflected in "Financial Highlights" and that the effects of capital contri­
butions on "Total Return" should be reported, similarly to waived 
management fees, in a note to the highlights.
Postmerger Performance. Following the merger of two or more mutual 
funds, the issue of how to compute the historical performance of the 
continuing entity arises. The computation should be based on the 
historical financial statements of the surviving entity. Determination of 
which entity is the surviving entity is based primarily on qualitative 
measures comparing the operations of the survivor with those of each 
constituent entity in the merger. For accounting purposes, the legal 
survivor is often, but not always, the survivor. Similarly, it is possible 
that the larger entity's operations are not continued by the survivor. 
Auditors of mutual funds involved in merger transactions should refer 
to paragraphs 8.27 through 8.31 of the Guide for further guidance.
Cash Collateral. Transactions in which funds lend securities and 
receive other securities as collateral generally are treated as off-balance- 
sheet transactions. However, any cash received as collateral for such 
loans is recorded as an asset of the fund, and the investment of the 
collateral cash is subject to the same limitations as the fund's invest­
ments. The SEC staff has stated that income from such arrangements 
should not be offset against custody charges for financial reporting 
purposes because that would misstate such expenses; it should be 
reflected separately as a part of investment income.
Securities Lending Income. Investment companies that have subcusto­
dians that lend securities receive a portion of the fees the subcustodians 
earn for lending the securities. The SEC staff has stated that if sub­
custodians are engaged solely to allow investment companies to benefit 
from the lending of securities, investment companies may, for financial 
statement presentation and expense ratio purposes, reduce reported 
subcustodian fees by investment companies' portions of the securities 
lending income, with parenthetical disclosures of the amount by
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which subcustodian fees have been reduced by securities lending 
income. Furthermore, the SEC staff has indicated that it believes that 
income from securities lending exceeding the related fees generated by 
a subcustodian engaged solely for that purpose should not be used to 
offset other fees incurred by the fund. In addition, the SEC staff 
believes that, if the subcustodian is an affiliate of the custodian, a 
reduction of the fees of the custodian would not be appropriate.
Pooled Arrangements. Pooled arrangements, in which a number of 
funds deposit cash in managed pools, raise a number of regulatory 
issues, including questions of accountability. Custodians of such 
pools, mostly banks, often do not provide daily statistics on the compo­
sition of such pools; such statistics would enable mutual funds to 
determine the composition of their portfolios and mark their invest­
ments to market daily. The SEC staff believes that such information 
must be obtained daily to value a fund's portfolio properly.
Internal Revenue Service
The Internal Revenue Code of 1986, as amended (the Code), provides 
that mutual funds qualifying as regulated investment companies (RICs) 
are not liable for federal income taxes as long as they comply with rules 
set forth in Subchapter M of the Code. It is important that auditors 
consider whether mutual funds have complied with those regulations, 
which set forth criteria for diversification of assets and minimum distri­
bution requirements necessary to avoid federal income and excise tax 
liabilities. In light of the proliferation of complex financial instruments, 
including derivatives, auditors should consider how the tax account­
ing for such securities, which may differ from the financial accounting, 
may affect the investment company's avoidance of tax liabilities. Failure 
to record a liability for federal income taxes when necessary could have 
a material effect on the financial statements of an investment company. 
Chapter 4 of the Guide describes the Code's effect on RICs.
The daily sales and purchases of shares in, and frequent cash distri­
butions made by, mutual funds subject them to numerous Internal 
Revenue Service (IRS) reporting regulations. Such regulations gener­
ally relate more to funds' operational aspects than to their financial and 
accounting aspects. For example, failure to properly file information 
returns, such as Form 1099DIV reporting dividends to shareholders, 
with the IRS can result in substantial penalties. Accordingly, auditors 
should refer to SAS No. 54 for guidance on the nature and extent of 
consideration that should be given to such indirect-effect illegal acts.
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Audit Issues and Developments
Investments in Derivatives
As interest rates, commodity prices, and numerous other market 
rates and indices from which derivative financial instruments derive 
their value have increased in volatility over the past several months, a 
number of entities have incurred significant losses as a result of their 
use. Investment companies sometimes use such instruments as risk 
management tools (hedges) or as speculative investment vehicles. The 
use of derivatives virtually always increases audit risk. Although the 
financial statement assertions about derivatives are generally similar to 
assertions about other transactions, the auditor's approach to achiev­
ing related audit objectives may differ because certain derivatives— 
such as futures contracts, forward contracts, swaps, options, and other 
contracts with similar characteristics—are not generally recognized in 
the financial statements. Many of the unique audit risk considerations 
presented by the use of derivatives are discussed in detail in Audit Risk 
Alert—1994.
Valuation of Securities
Investments generally represent the most significant asset in an invest­
ment company's statement of assets and liabilities or statement of net 
assets. Additionally, the daily purchase and redemption prices of fund 
shares are based almost exclusively on the value of a fund's investment 
portfolio. For these reasons, the valuation of investment securities is a 
prime concern for auditors of investment companies.
As investment strategies increasingly include investing in more 
complex and higher-risk securities, the values of securities may not be 
readily available through market quotation. Such securities are often 
valued at amounts determined by the funds' boards of directors, which 
may use valuation experts to determine such values. SAS No. 73, Using 
the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336), 
which is effective for audits of periods ending after December 15, 1994, 
provides guidance when auditors decide to consider the work of any 
specialist used. Auditing the valuation of such securities is an area that 
requires a high degree of judgment and scrutiny to ensure that the 
valuation procedures are reasonable and underlying support is appro­
priate. In auditing securities valuations determined by the board of 
directors, auditors should review the information considered by the 
board in determining the value of the securities, ascertain that the 
procedures followed were reasonable, and read relevant minutes. In 
some instances, auditors may consider using the work of a specialist in
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auditing the valuation of such securities. For further guidance on 
valuation of securities, auditors should consult paragraphs 2.138 
through 2.147 in the Guide.
Globalization
Auditors should be alert to factors that affect financial statements of 
entities with foreign investments, such as currency risk, foreign tax 
considerations, and obtaining reliable market values.
The Guide, Statement of Position (SOP) 93-1, Financial Accounting and 
Reporting for High-Yield Debt Securities by Investment Companies, and SOP 
93-4, Foreign Currency Accounting and Financial Statement Presentation 
for Investment Companies, include further guidance on testing portfolio 
valuations, including estimates of values of foreign securities deter­
mined in good faith by boards of directors.
Service Auditor's Reports
Investment companies frequently use the services of fund custodians, 
transfer agents, and other service organizations that affect assertions in 
an investment company's financial statements. In obtaining an under­
standing of an investment company's internal control structure and 
assessing control risk, auditors should carefully consider the functions 
or processing performed by service organizations. SAS No. 70, Reports 
on the Processing of Transactions by Service Organizations (AICPA, Profes­
sional Standards, vol. 1, AU sec. 324), which was issued in April 1992 and 
supersedes SAS No. 44, Special-Purpose Reports on Internal Accounting 
Control at Service Organizations, provides guidance to auditors of entities, 
including investment companies, that use service organizations.
SAS No. 55, Consideration of the Internal Control Structure in a Financial 
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), 
requires an auditor to obtain a sufficient understanding of an entity's 
internal control structure to plan the audit. When an investment com­
pany uses a service organization, internal control structure policies 
and procedures at the service organization that affect the functions 
or processing performed by the service organization may have a sig­
nificant effect on assertions in the investment company's financial 
statements. The internal control structure of the investment company 
may include a component that is not directly under its control and 
monitoring at the service organization. For this reason, planning the 
audit of an investment company may require that the auditor gain 
an understanding of the control structure policies and procedures 
performed by a service organization. When an investment company 
relies on a service organization's control policies and procedures over
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the processing of transactions that are material to the investment com­
pany's financial statements, these policies and procedures should be 
considered by the auditor.
One method of obtaining information about these policies and proce­
dures is to obtain a service auditor's report as described in SAS No. 70. 
Auditors frequently ask whether it is necessary to obtain a service 
auditor's report when their clients use service organizations. The fact 
that an entity uses a service organization does not, in itself, mean that 
such a report must be obtained. In certain situations, the investment 
company may implement control policies and procedures that will obvi­
ate the need for a service auditor's report. In such circumstances, the 
investment company is not relying on the service organization's controls.
Other factors that may be considered in determining whether to 
obtain a service auditor's report are—
• Whether the transactions or accounts affected by the service 
organization are material to the investment company's finan­
cial statements.
• The extent to which the user organization retains responsibility 
for authorizing the transactions and maintaining the related 
accountability.
• The availability of other information (for example, user manuals, 
system overviews, and technical manuals) at the investment 
company that may provide the auditor with sufficient information 
to plan the audit.
The AICPA's Auditing Standards Division is expected to issue an 
Auditing Procedure Study titled Implementing SAS No. 70, "Reports on 
the Processing of Transactions by Service Organizations," in 1995.
Multiple-Class Funds
Multiple-class funds are those that issue more than one class of 
shares. The multiple-class structure raises a number of regulatory, tax, 
operational, accounting, and financial reporting issues, many of which 
relate to allocations of income, expenses, and distributions among the 
different classes of shares. Certain of those issues affect the initial 
organization of the fund, whereas others may require auditors' con­
tinuing attention.
The SEC staff has expressed its belief that such allocations should be 
based on relative net asset values among share classes, except for funds 
whose net asset value remains at a constant dollar amount (such as 
money-market funds), where allocations based on relative numbers of 
settled shares are acceptable.
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In obtaining the understanding of the internal control structure 
required by SAS No. 55, auditors should consider whether management 
has implemented procedures for allocating fund income, expenses, 
realized and unrealized gains, and distributions to the multiple classes 
of shares.
In December 1993, the SEC issued two proposed rules that would, 
among other things, allow open-end management investment com­
panies to issue multiple classes of voting stock representing interests 
in the same portfolio. The proposed rules would eliminate the need for 
funds that issue multiple classes of voting stock to apply for exemptions 
from Section 18(f) of the 1940 Act. Until these rules are adopted by the 
SEC, requests for exemptions will still be required. Before approving 
requests for multiple-class arrangements, the SEC staff requires a letter 
from an independent expert, generally the fund's auditor, reporting on 
how the initial design of the internal control structure affects the alloca­
tion of earnings, determination of dividends, and calculation of net 
asset value per share. A report on the design and testing of that internal 
control structure is required annually.
Master/Feeder Funds. Master/feeder funds, also known as hub and spoke 
funds, permit a number of funds (feeders) with similar investment 
objectives to invest in a single entity (master). This structure is 
intended to enable smaller funds to achieve economies of scale while 
the limited partnership master hub passes through to the feeders the 
character of income generated. The SEC staff currently requires finan­
cial statements of the master to be filed with each publicly held feeder's 
financial statements. Auditors should consider whether investment 
companies have complied with this requirement, and the effects of any 
deviations should be assessed as required by SAS No. 54.
Attesting to Investment Presentations. The AICPA's Auditing Standards 
Division has issued a Notice to Practitioners, Engagements to Report on 
Performance Presentation Standards of the Association for Investment Manage­
ment and Research, which provides guidance to practitioners who are 
engaged to attest to presentations of performance information in con­
formity with Performance Presentation Standards established by the 
Association for Investment Management and Research (AIMR). The 
Notice to Practitioners explains how "Attestation Standards" in SSAE 
No. 1, Codification of Statements on Standards for Attestation Engagements 
(AICPA, Professional Standards, vol. 1, AT sec. 100), applies to such 
engagements and provides specific performance and reporting guidance 
(including illustrative attestation reports). Copies of the Notice to Prac­
titioners can be obtained by calling the Auditing Standards Division 
at (212) 596-6036. Copies of the AIMR Performance Presentation
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Standards can be obtained from the AIMR, Publications Sales Depart­
ment, P.O. Box 7947, Charlottesville, VA 22906 (Phone (804) 980-3647; 
Fax (804) 977-0350).
Accounting Issues and Developments
FASB Statement on Derivatives
The FASB issued FASB Statement No. 119, Disclosure about Derivative 
Financial Instruments and Fair Value of Financial Instruments (FASB, Current 
Text, vol. 1, sec. F25), in October 1994. The Statement requires improved 
disclosures about derivative financial instruments—futures, forward, 
swap, or option contracts, or other financial instruments with similar 
characteristics. The Statement is effective for fiscal years ending after 
December 15, 1994 (except for entities with less than $150 million in 
total assets, for which it is effective for fiscal years ending after Decem­
ber 15,1995). Auditors of financial statements of investment companies 
that are parties to derivative transactions should consider whether the 
disclosures made by their clients in their financial statements are ade­
quate and appropriate in view of the new requirements.
AICPA Activities
A proposed SOP, Financial Reporting for Investment Partnerships, 
would amend the Guide to require investment partnerships to—
1. Include in their financial statements a condensed schedule of 
investments in securities, as defined in the SOP.
2. Present a statement of operations as illustrated in the Guide.
3. Account for performance fees in accordance with partnership 
agreements and disclose how such fees are computed.
This SOP is expected to be issued in the first quarter of 1995 and to be 
effective for financial statements for fiscal years beginning after Decem­
ber 15, 1994.
Another proposed SOP, Accounting for Certain Distribution Costs for 
Investment Companies, which was exposed for public comment on April 
22, 1994, would amend the Guide to provide guidance on financial 
reporting by investment companies for certain distribution costs. The 
exposure draft of this SOP includes the following proposed guidance:
• A liability for excess costs should be recognized by a fund with an 
enhanced 12b-1 plan when the distributor incurs distribution 
costs, with a corresponding charge to expense. The amount of the 
liability should be equal to the cumulative costs incurred by the
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distributor less the sum of (1) the cumulative 12b-1 fees paid to 
date, (2) the cumulative contingent deferred sales load (CDSL) 
payments to date, and (3) if reasonably estimable, future cumula­
tive CDSL payments by current shareholders. The liability for 
such excess costs should be calculated on the basis of the present 
value of estimated future 12b-1 plan fees payable by the fund if
(1) the amount and timing of cash flows are reliably determinable 
and (2) the distribution costs are not subject to a reasonable 
interest charge. A liability should be recorded by a fund with a 
board-contingent plan when the fund's board commits to pay 
excess costs.
• Investment companies should disclose in their financial state­
ments (1) the principal terms of both traditional and enhanced 
12b-1 plans, including plan provisions permitting or requiring 
payments of excess distribution costs after plan termination, and
(2) for board contingent and enhanced plans, the aggregate 
amount of excess distribution costs subject to recovery through 
future payments by the fund, pursuant to the plan, and through 
CDSL payments from current shareholders. For enhanced 12b-1 
plans, the fund should disclose the methodology used to estimate 
future CDSL payments by current shareholders.
The SOP is expected to be issued in the second quarter of 1995 and to 
be effective for fiscal years beginning after December 15, 1995.
*  *  *  *
This Audit Risk Alert replaces Investment Companies Industry 
Developments—1993.
*  *  *  *
Practitioners should also be aware of the economic, regulatory, and 
professional developments in Audit Risk Alert—1994 and Compilation 
and Review Alert—1994, which may be obtained by calling the AICPA 
Order Department at the number below and asking for product number 
022141 (audit) or 060668 (compilation and review).
Copies of AICPA publications referred to in this document can be 
obtained by calling the AICPA Order Department at (800) TO-AICPA. 
Copies of FASB publications referred to in this document can be 
obtained directly from the FASB by calling the FASB Order Department 
at (203) 847-0700, ext. 10.
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